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Lucky Stores, Inc. operates 
181 food stores under the Lucky. 
Pood Basket, and Kash n’ Karry 
names in California, Nevada, 
Arizona, and Florida. 
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TO OUR STOCKHOLDERS 


W e have completed our 
first full year of oper¬ 
ation following last 
year's major restructuring. Our 
excellent results in 1987 con¬ 
firmed the benefits of total focus 
on food retailing with regional 
concentration: 

Sales from continuing 
operations in 1987 totaled $6,9 
billion, a 7,5 percent increase 
over 1986. Sales increased 13.8 
percent exclusive of the Mid¬ 
western Division, which was 
transferred to a limited part¬ 
nership in the fourth quarter. 
Comparable store sales grew 
8.7 percent for the year. In the 
fourth quarter, comparable 
store sales increased 5.3 per¬ 
cent over the large sales gains 
in the 1986 fourth quarter that 
resulted from the close of the 
Gemco stores. 

Net earnings from contin¬ 
uing operations totaled $119.4 
million in 1987, compared with 
$49.7 million in 1986. The 1987 
earnings included a gain from 
the transfer of the Midwestern 
Division, and the 1986 earnings 
were negatively impacted by 
non-recurring restructuring 
costs. Excluding the effect of 
these unusual items, net earn¬ 
ings from continuing operations 
increased 69.1 percent to $111.0 
million in 1987 from $65.6 mil¬ 
lion in 1986. 

Return on sales from con¬ 
tinuing operations before these 
unusual items grew to 2.9 per¬ 
cent before tax, and 1.6 percent 


after tax, compared with 1986 
results of 2.1 percent and 1.0 
percent, respectively. 

Return on stockholders’ 
equity was 39.8 percent in 1987, 
compared with 10.7 percent in 
1986, This was accomplished 
while reducing debt to 40.2 
percent of total capital by year 
end and increasing the interest 
coverage ratio to 8.4:1. 

The quarterly dividend 
was increased to 15 cents per 
share by the Board of Directors 
at its March 1988 meeting. This 
action acknowledges the Com¬ 
pany’s excellent performance 
in 1987. 

OPERATIONS 

he 1987 results were 
driven by exceptional 
sales gains in California 
following the close of the 
Gemco food departments dur¬ 
ing the third quarter of 1986. 
They were supported by the re¬ 
markable efforts of our people 
in efficiently reorganizing our 
California warehousing, dis¬ 
tribution, manufacturing, and 
staff functions after Gemco 
closed. Sales of stores open in 
both 1986 and 1987, known as 
“comparable store sales,” re¬ 
mained at a high level in Cali¬ 
fornia even after we passed the 
first anniversary of the close 
of Gemco, Pretax earnings 
achieved new records during 
the year, both in dollars and as 
a percentage of sales. Gross 
margins remained significantly 
above those of prior years, 
primarily as a result of three 
factors: increased customer 
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demand for higher-margin 
products and services; reduced 
product loss and spoilage 
through improved controls; and 
better market conditions. 

Expenses were well controlled 
in 1987 and increased only mod¬ 
estly as a percentage of sales 
despite enhanced service and 
customer assistance programs 
and investments in expanded 
advertising. Additionally, some 
increase in expense was attrib¬ 
utable to costs of interior 
renovation and refurbishing 
programs to give the stores a 
brighter, cleaner, and more con¬ 
temporary appearance. Work¬ 
ers’ compensation and public 
liability insurance expenses 
continued their outrageous 
climb. We initiated programs in 
1987 to improve control over 
these expenses, and our efforts 
will continue in 1988. 

Northern California Division 

The Northern California Divi¬ 
sion achieved an excellent per¬ 
formance in 1987, leading the 
Company in comparable store 
sales gains throughout the year. 
The first and second quarters 
were characterized by strong 
sales. In the third quarter, the 
Division met a rival company’s 
new pricing program with a 
powerful radio, television, and 
print advertising campaign sup¬ 
ported by direct price compar¬ 
isons, Sales momentum was 
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maintained and by the end of 
the third quarter, and through¬ 
out the fourth quarter, sales 
showed a strong upward trend. 

Tb ensure that this positive 
sales trend continues, the Divi¬ 
sion instituted a new “Total 
Proof’ price comparison adver¬ 
tising campaign at the end of 
the fourth quarter. Also, during 
the year, 24-hour operations 
were initiated in 136 of the 
Division’s 160 stores. 

Southern California Division 

The Southern California 
Division recorded the highest 
profits of any Division in the 
history of the Company. Compa¬ 
rable store sales exceeded the 
Company average throughout 
the yean This was especially 
important in the fourth quarter 
when the comparable store 
sales increases were building 
upon the sizable sales gains in 
the fourth quarter of 1986 fol¬ 
lowing the close of Gemco. 

As other competitors turned 
to double coupon campaigns, 
the Division emphasized its 
consistent, everyday low prices 
and superior customer service. 
The Southern California Divi¬ 
sion attracted increasing num¬ 
bers of Southern California 
shoppers with innovative new 
advertising campaigns, includ¬ 
ing “Dare to Compare.” 


The Southern California 
Division ended the year with 
179 stores. 

Southwestern Division 

The Southwestern Division, 
serving the Arizona and South¬ 
ern Nevada markets, is our 
newest Division, and 1987 was a 
year of building for its future. 

A new management team was 
assembled in Phoenix, an ag¬ 
gressive remodel program was 
set in motion, and all stores 
were remerchandised and re¬ 
turned to an everyday low price 
philosophy. The Division’s 37 
stores in Phoenix and Tlicson 
struggled against numerous 
competitive store openings. 

The 12 Las Vegas stores, how¬ 
ever, showed good returns. The 
Southwest was our first Divi¬ 
sion to be open 24 hours a day 
in all stores. 

Florida Division 

The Florida Division’s 93 stores 
faced stiff competition in 1987, 
principally the result of the 
expansion of other chains. 
Despite these challenges, an¬ 
nual sales were more than six 
percent ahead of last year. The 
Florida Division was the first 
to realize significant savings 
through its shrink reduction 
campaign. “Shrink,” meaning 
the loss of product and profits 
from theft, spoilage, or other 
means, was greatly reduced by 
improved merchandising, secu¬ 
rity, and training programs. 
These programs were rapidly 
adopted throughout the Com¬ 
pany, Florida also initiated the 
S.M.A.R.T.S. (“stocked, manned, 


and ready to serve”) program 
which ensures that our stores 
look their best as we begin 
the busy hours of 5:00 p.m. 
to 7:00 p.m. 

Eagle Food Centers, L.P. 

Shortly after the end of the 
third quarter, we completed 
the transfer of the Midwestern 
Division to Eagle Food Centers, 
L.P., a newly-formed limited 
partnership. Lucky holds a 
40 percent common limited 
partnership interest and a 
$32.0 million preferred limited 
partnership interest. Debt obli¬ 
gations were transferred to the 
partnership concurrent with 
the transfer of the Division, and 
Lucky retained $120.0 million 
cash from these obligations. 

1987: A YEAR OF 
ACCOMPLISHMENTS 

ucky Stores has emerged 
from its 1986 restruc¬ 
turing in excellent con¬ 
dition. The Company and its 
management are focused on 
the food business in four major, 
fast-growing regions: Northern 
California, Southern Califor¬ 
nia, Arizona/Southern Nevada, 
and Florida. This regional struc¬ 
ture provides significant econ¬ 
omies of scale from efficient dis¬ 
tribution systems, high-volume 
manufacturing facilities, and 
quantity buying, Each of our 
Divisions holds a significant 
share of the sales in individual 
markets, yielding economies 
in the communication of our 



“low price leader” message to 
consumers. 

Our corporate strategy iden¬ 
tifies our primary shopper as 
“The Efficient Shopper” We be¬ 
lieve that this customer values 
both time and money, but will 
not sacrifice quality and fresh¬ 
ness. Our everyday low price 
concept has always suited “The 
Efficient Shopper” Rather than 
searching for so-called bargains 
and specials, our customer is 
assured that day in and day 
out, the total market basket of 
goods purchased in a Lucky 
store will be lower than at any 
of our supermarket competi¬ 
tors. Part of our excellent sales 
results in 1987 came from our 
successful focus on better serv¬ 
ing these customers and their 
shopping needs. 

One of our principal accom¬ 
plishments this year was our 
successful emphasis on cus¬ 
tomer service. Most notable 
was a significant improvement 
in our service at the checkstand 
resulting from introduction of 
the E-Z Checkout, “Three’s-A- 
Crowd,” and “Smart Lane” pro¬ 
grams, E-Z Checkout allows 
customers in 366 of our Califor¬ 
nia and Arizona stores to use 
their bank ATM cards to pur¬ 
chase groceries and receive up 
to $200 cash at the checkstand. 
Tb date, E-Z Checkout has 
processed over $1 billion in 
transactions and is currently 
handling more than 1.7 million 
transactions per month. Our 
“Three’s-A-Crowd” and “Smart 
Lane” programs assure our 







customers that we will open 
another checkstand anytime 
there are more than three peo¬ 
ple in line until all checkstands 
are open. Our performance 
lived up to our claims, and this 
has become a very popular 
service with our customers. 

“The Efficient Shopper” de¬ 
mands the freshness, quality, 
and convenience offered by a 
variety of service departments. 
By the end of 1987, we had deli¬ 
catessens in over half of our 
stores and bakeries in more 
than 40 percent of the stores. 
We are continuing to add phar¬ 
macies and service depart¬ 
ments for meat, fish, and floral 
to new stores, most of our re¬ 
models, and other existing 
stores. 

OUTLOOK 

ales and earnings growth 
in the years ahead will 
result from an aggressive 
store building, remodeling, and 
expansion program. Your Board 
of Directors has authorized a 
two-year capital spending plan 
of $600 million. During 1988 
and 1989, we intend to build 
more than 50 new stores and 
remodel at least 50 stores to 
ensure that our operations are 
contemporary, meet our cus¬ 
tomers' needs, and are growing 
with our markets. This capital 
plan will be accomplished 
within our existing operating 
areas of California, Arizona, 
Nevada, and Florida, with the 


investments financed primarily 
by cash flow from operations. 
New stores and remodels with 
expansions will add approxi¬ 
mately 17 percent to our total 
square footage. Our average 
store size will increase from 
82,000 square feet to 34,000 
square feet. Our new stores will 
be between 45,000 and 50,000 
square feet and will include the 
full complement of service de¬ 
partments that today’s efficient 
shoppers require. 

In 1987, the shift in sales mix 
to higher-margin service depart¬ 
ments was an important factor 
in our improved gross margin 
percentage and pretax return 
on sales. While continuing to 
emphasize our everyday low 
price program, we are also pay¬ 
ing particular attention to the 
perishable and service depart¬ 
ments. Our goal is to improve 
our quality and freshness image. 
We plan to add about 100 bak¬ 
eries and 100 delicatessens so 
that our stores will have approx¬ 
imately 300 bakeries and 375 
delicatessens by the end of 
1989. Service fish counters have 
also become increasingly im¬ 
portant to today's consumer. 
Within two years, more than 
200 of our stores will include 
service fish counters, compared 
with 100 today. Floral depart¬ 
ments also will be added rapidly. 

In early April 1988, we opened 
the first of our three Advantage 
stores in San Diego. These 
60,000 square foot food stores 
combine the latest technology 
with creative and innovative 
marketing and merchandising 



techniques. The Advantage 
stores will allow us to experi¬ 
ment with a number of new 
ideas and concepts to better 
serve our customers. The most 
successful ideas will eventually 
be introduced in our Lucky, Food 
Basket, and Kash n' Karry stores. 

Your Board was strength¬ 
ened by the addition of Leonard 
Lieberman in March 1988. 
Leonard was Chairman and 
CEO of Supermarkets General 
until 1987 and has been an ac¬ 
tive leader in our industry. His 
experience and perspective will 
be a great benefit to the Board. 

As this message is being 
finalized, we have been pre¬ 
sented with a proposal to be 
acquired by American Stores. 
This proposal, along with other 
alternatives, is being carefully 
evaluated by your Board of 
Directors and appropriate 
actions will be taken. 

Our employees deserve extra 
recognition for the success your 
Company is experiencing. My 
special thanks to them and to 
your Board of Directors for 
making 1987 an extraordinarily 
good year. 



John M. Lillie 
Chairman of the Board and 
Chief Executive Officer 

April 20,1988 




L ucky caters to 
the needs of 
“The Efficient 
Shopper"— 
the consumer who is 
time short and price 
sensitive. 

After a busy day at 
the office or driving 
the kids from soccer 
games to guitar les¬ 
sons, shoppers want 
to be assured that 
they can choose 
from a broad selec¬ 
tion of food prod¬ 
ucts and everyday 
consumables. 

Lucky offers just 
that—one-stop shop¬ 
ping plus. Lucky 
stores are designed to 
provide shoppers with 
efficient service in 
every way. We stock a 
complete assortment 
of popular brands, 
products, and sizes so 
customers are sure to 
find what they need. 
Lucky also responds 
to busy customers 
with convenient store 
locations, extended 
store hours, a fast 
checkout system, and 
helpful employees. 
Lucky strives to make 
shopping easy and 
pleasant. 




Shoppers have a complete 
choice of popular b ra nds 
i n a ra nge of sizes. 


Lucky if stores are situa ted 
in convenient neighbor¬ 
hood locations. 



Lucky’s service departments—such as 
a pharmacy, floral and deli/bakery — 
allow customers to complete all their 
shopping errands in one stop. 
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With Lucky's 'Three's a 
Crowd ” service, every Lime 
^ there are three people 
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Grocery 


Checkstands 


Lucky's E-Z Check¬ 
out is easier than 
writing a check. 

It allows shoppers 
to pay for pur¬ 
chases with a hank 
ATM card and to 
get cash hack . 


Entrance 


Produce Department 


Short aisles, hold signs 
and logical adjacency of 
products make Lucky 
an easy store to shop. 
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A t Lucky, there 
are no games 
or gimmicks. 
For the past 
two decades, we've 
built our reputation by 
offering customers 
the freshest produce, 
quality meats and fish, 
and a broad selection 
of respected brand 
name products at con¬ 
sistently low prices. 

Achieving this goal, 
without sacrificing 
quality or value, re¬ 
quires merchandising 
systems that provide 
optimum cost effi¬ 
ciency. Lucky utilizes 
the latest technol¬ 
ogy to monitor inven¬ 
tory, identify buying 
opportunities, make 
timely direct store de¬ 
liveries, and process 
vendor invoices. In 
addition, Lucky man¬ 
ufactures selected 
high-volume food 
items, along with 
offering other private 
label and generic 
products. 

This behind-the- 
scene efficiency 
assures customers 
that they can find the 
best quality products 
at the peak of fresh¬ 
ness for the every¬ 
day low prices they 
expect from Lucky. 


LUCKY IS VALUE AND EVERYDAY LOW PRICES 


Af/£A 


Lucky’s Forward 
Buying System 
calculates buying 
opportunities to 
lower merchan¬ 
dise cost 


Engineered Work 
Standards meas¬ 
ure the most 
efficient way to 
fill warehouse 
orders and p ro¬ 
vide incentives 
for employees. 


Our Warehouse Control System enables 
Lucky to effectively use warehouse space 
so we can minimize storage costs and 
carry a wide merchandise selection. 
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Lucky manu¬ 
factures certain 
high-volume food 
items, truck as 
baked goods and 
ice cream. 


Lucky's four 
divisions share 
a common mar¬ 
keting philosophy 
which helps gain 
economics in adver¬ 
tising and other pro¬ 
motional programs. 


Lucky's quality 
products and 
everyday low 
prices add up 
to great value 
for efficient 
shoppers. 







T o efficient shop¬ 
pers value is not 
only everyday 
low prices but 
also the quality and 
freshness of merchan¬ 
dise and the store’s 
responsiveness to 
their changing needs. 

In big ways and 
little ways f Lucky has 
responded to con¬ 
sumer trends. Lucky 
prides itself on its 
fresh produce, choice 
cuts of meats, assort¬ 
ment of fresh fish, 
gourmet deli with 
attractively presented 
foods, and complete 
salad bar. 

Lucky’s bakery 
counter offers shop¬ 
pers an array of 
breads and pastries 
made daily. Lucky also 
features fresh-cut 
flowers and such lux¬ 
ury items as imported 
pasta and sauces, 
gourmet cheeses, and 
fine wines. 

At Lucky, the focus 
is on freshness and 
quality—at a great 
value. 


Our juice bar is 
one of many 'ways 
that Lucky deliv¬ 
ers freshness. Cus¬ 
tomers can buy 
orange juice that 
has just been 
squeezed from 
oranges fresh from 
the grove , 


Lucky’s service bakeries 
offer a wide selection 
of fresh-baked breads, 
pastries and cakes. 


Freshly made take-out 
foods and party hors 
d ’oeuvres can be found 
at the deli service counter. 




Only the freshest produce 
is sold at Lucky. From toma¬ 
toes to shitake mush¬ 
rooms, red leaf lettuce 
to taro root, Lucky 
carries a selection 
of produce to 
satisfy every 
taste and cook¬ 
ing need. 


Lucky offers a 
choice of quality 
meats —whether 
it's rack of lamb 
for tern or filet 
mignon for two. 


The consumer trend toward lighter 
meals has made Lucky's assort¬ 
ment of fresh seafoods increasingly 
popular with shoppers. 
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MANAGEMENTS DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF OPERATIONS 


SELECTED EARNINGS INFORMATION 


(dollars in thousands) 

1987 


1986 


1985 



Amount 

%of 

Sales 

Amount 

%of 

Sales 

Amount 

% of 
Sales 

Sales 

$6,924,783 

100.0% 

$6,440,871 

100.0% 

$6,225,265 

100.0% 


Gross margin 

$1,730,215 

25.0% 

$1,523,660 

23.7% 

$1,404,287 

22.6% 

Selling, general and administrative expense 

1,407,396 

20.3 

1,273,877 

19.8 

1,225,169 

19.7 

Depreciation and amortization expense 

93,338 

1.4 

85,701 

1.3 

77,509 

1.2 

Interest expense, net 

27,226 

.4 

29,659 

.5 

23,501 

.4 

Gain on Midwestern Division transaction 

(13,806) 

(.2) 





Restructuring costs 



32,632 

.5 



Earnings from continuing operations before income taxes 

216,061 

3.1 

101,791 

1.6 

78,108 

1.3 

Provision for income taxes 

96,701 

1.4 

52,097 

.8 

29,458 

.5 

Eamings from continuing operations 

$ 119,360 

1.7% 

$ 49,694 

.8% 

$ 48,650 

.8% 


Lucky Stores, Inc. returned to operating solely as a food retailer in 
fiscal 1987. The major restructuring program, initiated in 1986 and 
designed to focus the Company on its core food business, was sub¬ 
stantially complete at the end of 1987. During the year, the sale 
of Yellow Front was concluded, certain remaining assets of Gemco 
were sold, and the outstanding shares of Hancock Fabrics, Inc. 
were distributed to the Company’s stockholders. See Note 4 to the 
Company’s consolidated financial statements. 

In November 1987, the Company transferred substantially all of 
the net assets of its Midwestern Division food stores to a limited 
partnership. See Note 2 to the Company’s consolidated financial 
statements. The results of operations for the Midwestern Division 
are included in continuing operations for the periods preceding the 
transfer presented in this Annual Report to Stockholders. 

Except where indicated, discussions relate to continuing 
operations. 


RESULTS DP OPERATIONS 


Sales 

Sales increased 7.5 percent to $6.9 billion in 1987 from $6.4 billion 
in the prior year. This compared to a 3.5 percent sales gain in 1986. 
The sales increase in 1987, exclusive of the Midwestern Division, 
was 13,8 percent and resulted primarily from increases in compar¬ 
able store sales and sales of stores opened in 1987. A large portion 
of this increase was attributable to the California operations which 
attracted a significant share of the Gemco food business following 
its discontinuance in the third quarter of 1986. Sales increases 
remained at a high level even after the Company passed the first 
anniversary of the close of Gemco. Exclusive of the Midwestern 
Division, sales in the fourth quarter of 1987 increased 8.4 percent 
from the same period of the prior year. Sales increases in the Flor¬ 
ida, Arizona, and Southern Nevada operations were more modest 
because of intense competition. The effect of inflation on the Com¬ 
pany was not material in 1987,1986 and 1985. 


Sales growth in 1986 was attributable to strong sales increases 
in Florida as well as higher sales in the California divisions during 
the second half of the year which resulted primarily from the reten¬ 
tion of a significant portion of the food business from the closed 
Gemco stores. These increases were partially offset by the 1985 dis¬ 
positions of food stores in the Houston, Seattle, and Chicago areas. 

Gross margins 

Gross margin as a percent of sales in 1987 was 25.0 percent, up 
from 23.7 percent in 1986 and 22.6 percent in 1985. These increases 
were primarily a result of significant improvements in shrink con¬ 
trol and changes in merchandise mix, including the addition of 
higher-margin service departments in a number of stores. LIFO 
charges were less than one percent of gross margin dollars in each 
of the past three years. 

Selling, general and administrative expense 

Selling, general and administrative expense as a percent of sales 
totaled 20,3 percent in 1987 compared to 19,8 percent in 1986. The 
increase resulted primarily from costs of interior renovation and 
refurbishing programs designed to give the stores a brighter, cleaner 
and more contemporary appearance; increases in workers' compen¬ 
sation and other insurance costs; higher store labor costs from the 
growing number of labor intensive service departments; and ex¬ 
panded advertising and systems development programs. These ex¬ 
penses were partially offset by the impact of contractual reductions 
in certain employee pension and insurance costs in the Southern 
California Division. Selling, general and administrative expense in 
1986 increased slightly from the 1985 level of 19.7 percent of sales. 













Earnings from continuing operations before income taxes 

Earnings from continuing operations before income taxes totaled 
$216.1 million in 1987 compared to $101.8 million in 1986. The 1987 
amount included a $13.8 million gain from the transfer of the net 
assets of the Midwestern Division to a limited partnership. In 1986, 
earnings were negatively impacted by $32.6 million in non-recurring 
restructuring costs. Excluding the effects of these unusual items, 
1987 earnings from continuing operations before income taxes 
increased 50.5 percent over the prior year. A mnjnr portion of this 
increase came from higher sales volume accompanied by margin 
improvements in the California divisions. The Southwestern and 
Florida Divisions also showed improved margins and expense con¬ 
trol over 1986. 

Earnings from continuing operations before income taxes in 1986 
increased 30.3 percent from 1985 earnings of $78.1 million. Earn¬ 
ings in 1985 included a $17.0 million gain from the sale of certain 
food stores and $30.0 million in costs related to the disposition of 
two warehouses, as well as additional costs incurred from a labor 
strike in Southern California. 

Income taxes 

Net earnings in 1987 were favorably impacted by a decrease in the 
effective tax rate from 51.2 percent in 1986 to 44.8 percent in 1987 
as a result of a reduction in the statutory tax rate by the Tax 
Reform Act of 1986. The 1986 effective tax rate was higher than the 
37.7 percent effective tax rate in 1985 due to the repeal, retroactive 
to January 1,1986, of the investment tax credit. 

In December 1987, the Financial Accounting Standards Board 
issued Statement of Financial Accounting Standards (SFAS) No. 96, 
“Accounting for Income Taxes,” which requires the liability method 
for computing deferred income taxes. The Company currently in¬ 
tends to adopt SFAS No. 96 in 1989. Adoption of the new Statement 
is not expected to have a material effect on the Company's finan¬ 
cial position or results of operations. 

Net earnings 

Net earnings totaled $151.7 million in 1987, compared to $225.9 mil¬ 
lion in 1986. In 1987, net earnings included $26.4 million from dis¬ 
continued operations and $5.9 million from the cumulative impact 
on prior years’ earnings resulting from the refinement in the Com¬ 
pany’s method of determining inventory costs. Net earnings for 1986 
included $183.6 million from discontinued operations and an extraor¬ 
dinary charge of $7.3 million for the early extinguishment of debt. 


FINANCIAL CONDITION 


During 1987, the Company’s principal sources of cash were cash 
flow from continuing operations, the Midwestern Division transac¬ 
tion and completion of the dispositions of the specialty stores seg¬ 
ment and certain remaining Gemco assets. Cash was primarily 
used for the reduction of income tax obligations and other accrued 
liabilities, the reduction of general debt obligations, and capital 
spending. 


Capital spending for the food business totaled $153.2 million in 
1987 compared with $195.8 million in 1986. Spending for food stores 
included $52.9 million for new store buildings, fixtures and equip¬ 
ment and $46.5 million for remodels. Spending for warehouse and 
support facilities totaled $53.8 million including $37.0 million for 
the purchase of a previously leased warehouse facility. The Com¬ 
pany has budgeted a two-year capital spending plan of $600 million 
for 1988 and 1989 to build more than 50 new stores and remodel at 
least 50 stores. This plan represents a substantia] increase from the 
level of spending in prior years, 

In July 1987, the Company executed a $320 million five-year 
revolving credit agreement with a group of m^or banks. This credit 
agreement replaced the reducing credit facility executed in Decem¬ 
ber 1986. There were no borrowings outstanding under the revolving 
credit agreement during 1987. However, the Company had outstand¬ 
ing borrowings totaling $45.0 million at January 31,1988 under 
uncommitted credit lines. 

At January 31,1988, the Company’s cash and short-term invest¬ 
ments were $24.7 million, a decrease of $51.2 million from the be¬ 
ginning of the year. The Company’s stockholders’ equity increased to 
$327.3 million at January 31,1988 from $272.1 million at February 1, 
1987. Debt to total capitalization at January 31,1988 of 40.2 percent 
decreased from 57.4 percent at the prior year end. The Company’s 
current financial position at January 31,1988 reflected negative 
working capital of $98.8 million compared to $166.2 million of neg¬ 
ative working capital at February 1,1987. 

Cash generated from operations and available borrowings under 
the revolving credit agreement, along with cash balances at Jan¬ 
uary 31,1988, are expected to be adequate to finance the Company’s 
budgeted capital expenditures and projected operating require¬ 
ments during 1988. 


SUJISEiiLENT EVENT 


On March 28,1988 a wholly owned subsidiary of American Stores 
Company commenced a cash tender offer for all outstanding shares 
of the Company’s common stock. See Note 13 to the Company’s con¬ 
solidated financial statements. 






FINANCIAL STATEMENTS 


nmauDOa statement of earnings 


Years ended January SI, 1988 , February 1,1987 and February 2,1986 

(in thousands except per share amounts) 1987 1986 1985 


Sales $6,924,783 $6,440,871 $6,225,265 

Cost of goods sold 5,194,568 4,917,211 4,820,978 


Gross margin 

1,730,215 

1,523,660 

1,404,287 

Expenses and other income; 

Selling, general and administrative 

Depreciation and amortization 

Interest expense 

Interest income 

Gain on Midwestern Division transaction 

Restructuring costs 

1,407.396 

93,338 

31,005 

(3,779) 

(13,806) 

1,273,877 

85,701 

36,477 

(6,818) 

32,632 

1,225,169 

77,509 

27,114 

(3,613) 


1,514,154 

1,421,869 

1,326,179 

Earnings from continuing operations before income taxes 

Provision for income taxes 

216,061 

96,701 

101,791 

52,097 

78,108 

29,468 

Earnings from continuing operations 

119,360 

49,694 

48,650 

Discontinued operations: 

Earnings, net of income taxes of $3,850, $9,797 and $32,077 

Gains on disposal, net of income taxes of $6,453 and $55,394 

4,571 

21,849 

13,505 

170,056 

37,876 

Earnings from discontinued operations 

26,420 

183,561 

37,876 

Extraordinary item—Early extinguishment of debt, net of income tax benefit of $7,669 
Cumulative effect on prior years of accounting change, net of income taxes of $4,665 

5,907 

(7,315) 


Net earnings 

$ 151,687 

$ 225,940 

$ 86,526 

Earnings per common share: 

Continuing operations 

Discontinued operations 

Extraordinary item 

Cumulative effect on prior years of accounting change 

$ 3.09 

.69 

.15 

$ .97 

3.65 
(.15) 

$ .92 

.75 

Net earnings 

$ 3.93 

$ 4.47 

$ 1.67 

Weighted average common shares outstanding used in 
computation of earnings per common share 

38,584 

50,221 

50,965 


See Notes to Consolidated Financial Statements. 
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niltSUUIMTED BALANCE SHEET 


— 


At January 311988 and February l , 1987 
(in thousands except per share amount) 


ASSETS 

Current assets: 

Cash, including short-term investments of $54,885 in 1986 

Receivables 

Inventories 

Prepaid employee benefits 
Prepaid income taxes 
Prepaid expenses 
Net assets held for sale 


1987 

1986 

24,729 

$ 75,923 

42,947 

52,795 

327,250 

323,664 

50,000 


24,827 

45,620 

20,157 

24,666 


41,382 


Ibtal current assets 

Property and equipment, less accumulated depreciation and amortization of $432,503 and $430,538 
Property under capital leases, less accumulated amortization of $41,698 and $52,957 

Property under construction 

Other assets 

Net assets of Hancock Fabrics, Inc. 

489,910 

706,540 

39,555 

26,737 

25,125 

564,050 

736,466 

58,879 

48,496 

38,067 

105,713 

Ibtal assets 

$1,287,867 

$1,551,671 

LIABILITIES AND STOCKHOLDERS’ EQUITY 

Current liabilities: 

Accounts payable 

$ 261,115 

$ 281,750 

Short-term bank borrowings 

45,000 


Current portion of long-term debt and capital lease obligations 

7,017 

8,199 

Accrued payroll and employee benefits 

101,014 

101,126 

Income taxes payable 

30,141 

122,804 

Other taxes payable 

30,543 

34,306 

Accrued insurance 

34,510 

34,396 

Accrued Gemco disposition costs 

27,065 

74,677 

Other accrued liabilities 

52,275 

72,942 

Ibtal current liabilities 

588,680 

730,200 

Long-term debt 

117,290 

285,524 

Capital lease obligations 

51,107 

73,425 

Deferred income taxes 

67,833 

53,170 

Accrued insurance 

80,760 

79,256 

Other noncurrent liabilities 

54,867 

58,007 

Tbtal liabilities 

960,537 

1,279,582 

Commitments and contingencies (Notes 8 and 12) 

Stockholders’ equity: 

Common shares, $.01 par value; 38,648 and 38,442 shares outstanding 

386 

384 

Capital in excess of par value 

4,527 

2,519 

Retained earnings 

322,417 

269,186 

Tbtal stockholders’ equity 

327,330 

272,089 

Tbtal liabilities and stockholders’ equity 

$1,287,867 

$1,551,671 


See Notes to Consolidated Financial Statements. 
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CONSOLIDATED STATEMENT OF CHANGES IN FINANCIAL POSITION 


Years ended January 31,1988, February 1 1 1987 and February 2,1986 

(in thousands) 1987 1986 1985 


Cash and short-term investments provided (used) by operations: 


Earnings from continuing operations 

$ 119,360 

$ 49,694 

$ 48,650 

Expenses not requiring cash: 




Depreciation and amortization 

93,338 

85.70] 

77,509 

LIFO charge 

4,302 

8,000 

6,700 

Deferred income taxes. Insurance and other noncurtent liabilities 

20,675 

9,983 

41,767 

Earnings and non-cash expenses from continuing operations 

237,765 

153,378 

174,626 

Earnings from discontinued operations: 




Earnings and non-cash expenses 

(3,077) 

40,738 

74,299 

Gains on disposal 

21.849 

170,056 


Extraordinary item 


(7,315) 


Cumulative effect on prior years of accounting change 

5,907 



Ibtal earnings and non-cash expenses 

262,441 

3-56,857 

248,925 

(Increase) decrease in: 




Receivables and prepaid items 

(14,850) 

(15,901) 

(16,745) 

Inventory at current cost 

(7,978) 

465,329 

(116,673) 

Increase (decrease) in: 




Accounts payable 

(20,635) 

(162,028) 

38,956 

Income taxes payable 

(92,663) 

108,268 

(11,667) 

Accrued Gemco disposition costs 

(47,612) 

74,677 


Other taxes, payroll and liabilities 

(24,428) 

(4,131) 

30,604 

Cash provided by current operations 

54,278 

823,071 

173,400 

Cash provided (used) by financial activities: 




Additions to property and equipment: 




New and existing stores 

(99,369) 

(244,942) 

(218,940) 

New and existing central facilities 

(53,875) 

(28,367) 

(51,013) 

Net dispositions of property under capital leases 

15,125 

45,791 

3,172 

Dispositions of property and equipment 

94,448 

247,649 

21,153 

Decrease in property under construction 

21,759 

1,545 

26,756 

Additions to short-term bank borrowings 

45,000 



Additions to long-term debt 

32,657 

323,516 

82,581 

Reduction of debt and capital lease obligations 

(224,391) 

(350,924) 

(86,599) 

Cash dividends 

(19,290) 

(45,613) 

(60,498) 

Distribution of Hancock Fabrics, Inc. shares 

(79,166) 



Net assets of Hancock Fabrics, Inc. 

105,713 

(105,713) 


Net assets held for sale 

41,382 

(41,382) 


Increase in common shares 

2,010 

30,676 

3,404 

Repurchase of common shares 


(575,000) 


Decrease in redeemable preference shares and accretion 


(20,137) 

(51) 

(Increase) decrease in other assets 

12,525 

3,011 

(29) 

Cash used by financial activities 

(105,472) 

(759,890) 

(280,064) 

Increase (decrease) in cash and short-term investments 

(51,194) 

63,181 

(106,664) 

Cash and short-term investments: 




Beginning of year 

75,923 

12,742 

119,406 

End of year 

$ 24,729 

$ 75,923 

$ 12,742 


See Notes to Consolidated Financial Statements. 

























CONSOLIDATED STATEMENT OF STOMOLWHS’ EQUITY 





Common Shares 




Preference Shares 



Capital in 






Excess of 

Retained 

(in thousands except per share amounts) 

Shares Amount 

Shares 

Amount 

Par Valve 

Earnings 

Balance, February 3,1985 

Conversion of convertible securities, exercise of stock 

234 $ 17,400 

50,851 

$ 63,563 

$ 194,854 

$ 351,025 

options, redemption of preference shares and accretion 
of the excess of redemption value over fair value of 
preference shares 

(1) 2,461 

192 

241 

3,163 

(2,512) 

Net earnings 

Cash dividends: 





86,526 

Preference 





(1,368) 

Common—$1.16 per share 





(59,130) 

Balance, February 2,1986 

Conversion of convertible securities, exercise of stock 

233 19,861 

51,043 

63,804 

198,017 

374,541 

options, redemption of preference shares and accretion 
of the excess of redemption value over fair value of 
preference shares 

(233) (19,861) 

1,774 

2,192 

28,484 

(276) 

Net earnings 

Cash dividends: 





225,940 

Preference 





(942) 

Common—$.87 per share 

Change in par value 



(65,468) 

65,468 

(44,671) 

Repurchase of common shares 


(14,375) 

(144) 

(289,450) 

(285,406) 

Balance, February 1, 1987 

Exercise of stock options and conversion of 


38,442 

384 

2,519 

269,186 

convertible debentures 

Net earnings 


206 

2 

3,936 

151,687 

Cash dividends, common—$.50 per share 





(19,290) 

Distribution of Hancock Fabrics, Inc. shares 

Redemption of Common Share Purchase Rights 




(1,928) 

(79,166) 

Balance, January 31, 1988 

— $ 

38,648 

$ 386 

$ 4,527 

$ 322,417 


See Notes to Consolidated Financial Statements. 











JJOTKS III HINSIH.IDATEI) HVAM IU STATK1HEIMTS 


The Consolidated Statement of Earnings and Consolidated State¬ 
ment of Changes in Financial Position have been restated to report 
separately the disposition of the Gemco and specialty stores seg¬ 
ments as discontinued operations (see Note 4). The earnings infor¬ 
mation in the Notes to Consolidated Financial Statements has also 
been restated. 

The Company’s fiscal years comprise 52 or 53 weeks ending on 
the Sunday nearest January 31. Fiscal years 1987,1986 and 1985 
included 52 weeks and ended on January 31, 1988, February 1, 1987 
and February 2,1986, respectively. Unless otherwise indicated, ref¬ 
erence to a fiscal year of the Company refers to the year in which 
such fiscal year commences. 

Reclassifications of certain amounts have been made to conform 
the 1986 and 1985 financial statements to the 1987 presentations. 

NOTE L SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES 

Consolidated financial statements include accounts and operating 
results of all wholly owned subsidiaries. All significant intercom¬ 
pany accounts and transactions are eliminated. 

Inventories are valued at the lower of cost or market; cost is deter¬ 
mined by the last-in, first-out method for substantially all invento¬ 
ries. The current cost of inventories exceeded the LIFO cost by 
$70.8 million at January 31,1988 and $78.0 million at February 1, 
1987. The decrease in the LIFO reserve is the result of the transfer 
of the Midwestern Division’s net assets to Eagle Food Centers, L.P. 
(see Note 2). During 1987, the Company refined the method of 
determining inventory costs (see Note 3). 

Depreciation is computed using the straight-line method and the 
estimated useful lives of buildings, fixtures and equipment. Amorti¬ 
zation of property under capital leases and leasehold costs and 
improvements is computed using the estimated useful lives or the 
remaining lease terms, whichever are shorter 

Maintenance and repairs are charged to expense as incurred and 
major improvements are capitalized. 

Preopening costs of new stores are charged to expense in the year 
the store opens. These costs are primarily labor to stock the store, 
preopening advertising, store supplies and other expendable items. 

Closed store costs, arising primarily from future lease obligations, 
are charged to income in the year they can be determined, usually 
when the store is subleased. 

Retirement plan costs reflect the Company’s adoption of Statement 
of Financial Accounting Standards No. 87, “Employers’ Accounting 
for Pensions,” in 1986 (see Note 11). 


Earnings per share data represent net earnings, after preference 
dividends and accretion of excess redemption value for 1986 and 
1985, divided by the weighted average number of common shares 
outstanding. 

Investment in a limited partnership of $4.0 million is included in 
“Other assets” in the Consolidated Balance Sheet and is accounted 
for using the equity method on a three-month lag basis (see Note 2). 

NOTE 2. MIDWESTERN DIVISION TRANSACTION 

In November 1987, the Company transferred substantially all of the 
net assets of its Midwestern Division to Eagle Food Centers, L.P. 
(Eagle L.P.), a newly formed limited partnership controlled by a 
private investment firm, and received a $32.0 million preferred lim¬ 
ited partnership interest in the cash distributions and earnings of 
Eagle L.P. As part of this transaction, the Company received a 40% 
common limited partnership interest in Eagle L.P. in exchange for a 
cash contribution of $4.0 million. The Company will recognize 100% 
of the earnings of Eagle L.P. until it has recorded cumulative earn¬ 
ings equal to the $32.0 million preferred interest plus the 13% yield 
distributions on the preferred interest. Thereafter, the Company 
will recognize earnings, after the 13% yield distributions, based on 
its 40% common limited partnership interest. 

Prior to the transfer of the Midwestern Division’s net assets to 
Eagle L.P., the Company privately placed debt securities in the aggre 
gate principal amount of $122.5 million (the Notes). Concurrent 
with the consummation of the transfer, the Company’s obligations 
under the Notes were transferred to Eagle L.P and the Company 
was released from those obligations. 

The Company recognized a pretax gain of $13.8 million on 
this transaction and retained $120.0 million of the proceeds from 
the Notes. 

NOTE 3. ACCOUNTING CHANGE 

During the fourth quarter of 1987, the Company refined the method 
of determining inventory costs for financial reporting purposes to 
include capitalization of warehousing, storage and transportation 
costs. The Company believes that this refinement provides a better 
measurement of operations by more closely matching revenues 
with expenses. First quarter 1987 earnings have been restated to in¬ 
clude the cumulative effect of this change on prior years of $5.9 mil¬ 
lion (net of income taxes of $4.7 million). The net effect of this 
change on 1987 net earnings was $1.3 million (net of income taxes 
of $1.1 million). The pro forma effects of retroactive application of 
this change to prior years are not presented as such effects were 
not significant. 

NOTE 4. RESTRUCTURING 

In October 1986, the Company’s Board of Directors authorized a 
restructuring (the Restructuring) designed to focus the Company 
on its core food business. The Restructuring consisted of the re¬ 
incorporation of the Company in Delaware, the repurchase of 
14,375,000 common shares, the disposition of the Gemco depart¬ 
ment store division (Gemco), the sale of Checker Auto Parts, Inc. 


(Checker), the sale of Yellow Front Stores, Inc, (Yellow Front) 
and the tax free distribution of the stock of Hancock Fabrics, Inc. 
(Hancock) to the Company’s common stockholders in a pro rata 
distribution. 

Reincorporation 

The Company’s stockholders approved the reincorporation of the 
Company in Delaware on December 22,1986. Pursuant to the rein¬ 
corporation, each outstanding share of Lucky California common 
stock, Si.25 par value, became one share of Lucky Delaware 
common stock, $.01 par value. 

Repurchase of Common Shares 

As part of the Restructuring, the Company repurchased 14,375,000 
of its common shares. The repurchase was made pursuant to a ten¬ 
der offer by the Company on November 21,1986 to purchase up to 
14,375,000 of its common shares for $40 in cash per share. The 
shares were purchased in early January 1987 for $575.0 million. 

Restructuring Costs 

In connection with the Restructuring, the Company incurred the 


following estimated costs (in millions): 

Legal, consulting and other professional fees $17.0 

Employee reductions and relocations 2.0 

Lease cancellations and equipment relocation 7.7 

Other 5.9 


$32.6 


Disposition of Gemco Stores Segment 

In October 1986, the Company adopted a plan to close the Gemco 
stores and dispose of the assets of Gemco. A major portion of the 
Gemco real estate assets and certain related assets were sold to 
Dayton Hudson in 1986 which resulted in a gain on disposal of 
$110.4 million (net of income taxes of $26.2 million). During the 
second quarter of 1987, the Company sold certain remaining Gemco 
real estate assets and recognized a gain of $4.3 million (net of 
income taxes of $1.9 million). Sales of the Gemco stores were $1.6 
billion in 1986 and $2.4 billion in 1985. Net earnings (losses) were 
($22.4) million in 1986 and $9.5 million in 1985, 

Disposition of Specialty Stores Segment 

The Company entered into an agreement in November 1986 to sell 
all of the capital stock of Checker for approximately $155.0 million. 
The sale of Checker, which was effective December 23,1986, resulted 
in a gain of $59.6 million (net of income taxes of $29.2 million). 

In February 1987, the Company entered into an agreement to 
sell all of the capital stock of Yellow Front for approximately $50.6 
million. The sale of Yellow Front, which was completed in April 
1987, resulted in a gain of $15.0 million (net of income taxes of 
$3.8 million). 


The disposition of the specialty stores segment was completed 
in May 1987 with the pro rata distribution of all of the outstanding 
shares of Hancock to the stockholders of the Company. In connec¬ 
tion with and prior to the distribution, the Hancock Mississippi 
corporation transferred to a newly formed Hancock Delaware 
corporation all of the operating assets and liabilities (other than 
certain tax liabilities) relating to its retail and wholesale fabric 
business. Hancock Mississippi remained a subsidiary of the Com¬ 
pany and retained approximately $111.0 million in cash and approxi¬ 
mately $20.2 million in tax liabilities. 

Sales of the specialty stores segment were $76.5 million in 1987, 
$734.9 million in 1986 and $728.9 million in 1985. Net earnings were 
$4.6 million in 1987, $35.9 million in 1986 and $28.4 million in 1985. 

The net assets of Gemco and Yellow Front which remained to be 
sold at February 1, 1987 are included in the Consolidated Balance 
Sheet as “Net assets held for sale.” 

NOTE 5. EXTRAORDINARY ITEM- 
EARLY EXTINGUISHMENT OF DEBT 

As part of the Restructuring, the Company redeemed all of its out¬ 
standing debentures. The aggregate principal amount of $157.5 mil¬ 
lion and redemption premiums of $12.3 million were paid with a 
portion of the proceeds from the disposition of Gemco. The cost of 
these redemptions resulted in an extraordinary charge of $7.3 mil¬ 
lion (net of income tax benefit of $7.7 million). 

NOTE 6. DISPOSITIONS DURING 1985 

During 1985, food stores in the Houston, Seattle and Chicago areas 
were sold. The sale of these food stores generated an after tax gain 
of $13.0 million. Operations of two m^jor warehouses which serviced 
the Houston and Chicago stores were terminated. Estimated dispo¬ 
sition costs of the two warehouses were approximately $15.0 million 
after tax. Net earnings in 1985 also included $6.6 million of costs 
for closing fifteen food stores. 


NOTE 1 PROPERTY AND EQUIPMENT 

Property and equipment consists of (in millions): 



1987 

1986 

Buildings 

$ 235.8 

$ 173.4 

Leasehold costs and improvements 

189.6 

195.6 

Fixtures and equipment 

652.6 

738.3 

Less accumulated depreciation and 

1,078.0 

1,107.3 

amortization 

432.5 

430.5 


645.5 

676.8 

Land 

61.0 

59.7 


$ 706.5 

$ 736.5 
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NOTE 8. FINANCING 

Borrowings 

Short-term cash requirements may be met through borrowings 
under a committed bank facility or directly from banks on an 
uncommitted basis at negotiated rates. 

In July 1987, the Company executed a $320.0 million five-year 
revolving credit agreement with a group of major banks. Interest on 
borrowings is calculated on a floating rate basis, using LIBOR plus 
% percent, Certificate of Deposit rate plus Vz percent or the Prime 
Rate. The Company is required to pay a commitment fee of up to 
'A percent of the unused portion computed daily. Terms of the agree¬ 
ment require the Company to comply with a number of covenants 
including the maintenance of a specified consolidated tangible net 
worth, current ratio, total debt to debt plus tangible net worth ratio 
and interest expense coverage ratio. There were no borrowings out¬ 
standing under the credit agreement during 1987. However, the 
Company had outstanding borrowings totaling $45.0 million on 
uncommitted credit lines at January 31,1988. The revolving credit 
agreement replaced the reducing credit facility executed in Decem¬ 
ber 1986. At February 1,1987, $200.0 million in borrowings was out¬ 
standing under this reducing credit facility. The weighted average 
interest rate incurred on borrowings under the credit facility was 
7.5 percent in 1987 and 1986. 

Prior to December 1986, the Company met its short-term cash 
requirements through unsecured bank borrowings and the issuance 
of commercial paper. The average interest rate incurred on such 
short-term borrowings was 6.9 percent in 1986 and 8.1 percent in 
1985. In connection with the Restructuring, the Company redeemed 
all of its outstanding debentures (see Note 5). 

Long-term debt, excluding $4.0 million current instalments, at 
January 31,1988 consists of (in millions): 

m% to l7*/2% mortgage notes payable through 2007 

with weighted average interest rate of 10.3% $ 94.3 

8%% Industrial Development Revenue Bonds payable 

through 2026 with interest rates that fluctuate 

according to lender’s prime rate 17.4 

Other 5.6 

_ $117.3 

Aggregate principal payments required on long-term debt are 
$4.0 million in 1988; $4.1 million in 1989; $2.8 million in 1990; $2.9 
million in 1991; and $2.8 million in 1992. Assets pledged as security 
for long-term debt were $93.0 million at January 31,1988. 

Long-Term Leases 

Most of the stores and some of the other facilities are leased from 
outside parties. Many of the leases have renewal options for peri¬ 
ods ranging from five to thirty years. Some provide the option to 
buy the property at certain times during the initial lease term for 
approximately the estimated fair market value at that time, and 
some require the Company to pay taxes and insurance on the 
leased property. 


Rent expense consists of (in millions): 



1987 

1986 

1985 

Minimum rent under 
operating leases 

Additional rent based on 

$74.7 

$71.1 

$67.7 

sales under all leases 

21.7 

20.3 

21.4 

Sublease income 

(6.0) 

(6.4) 

(5.1) 


$90.4 

$85.0 

$84.0 

Future minimum lease payments under capital and operating 

leases as of January 31, 1988 are (in millions); 





Capital 

Operating 

Fiscal Year 


leases 

leases 

1988 


$ 7.7 

$ 49.1 

1989 


7.5 

49.4 

1990 


7.2 

48.8 

1991 


7.0 

48.0 

1992 


6.9 

47.4 

Subsequent to 1992 


61.6 

600.9 

Total minimum rent 


97.9 

$843.6 

Imputed interest 


(43.8) 


Present value of net minimum lease 




payments including $3.0 classified 
as current portion of capital lease 
obligations 


$ 54.1 



The present value of minimum rent payments under operating 
leases, calculated using the incremental interest rates at the 
inception of the leases, was approximately $308.7 million at Janu¬ 
ary 31,1988. 

NOTE 9. INCOME TAXES 

In addition to federal income taxes, the Company pays taxes on 


income to various states in which it operates. 
Provision for income taxes consists of (in millions): 



1987 

1986 

1985 

Federal 

Current 

$57.8 

$36.1 

$ 38.4 

Deferred 

20.2 

6.9 

(14.8) 

Tbtal federal 

78.0 

43.0 

23.6 

State 

Current 

14.5 

8.6 

7.2 

Deferred 

4.2 

.5 

(1.3) 

Tbtal state 

18.7 

9.1 

5.9 

Provision for income taxes 

$96.7 

$52.1 

$29.5 


Deferred income taxes result from timing differences in recog¬ 
nition of revenue and expense for financial and tax reporting pur¬ 
poses. The principal sources of these differences are the use of 
accelerated depreciation for tax purposes and the use of straight- 
line depreciation for financial reporting purposes, accrual of 
expenses for financial reporting purposes which are not deductible 
for tax purposes until paid and the timing of employee benefit 
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deductions for tax purposes. The amounts of deferred taxes that 


result from these differences are (in millions): 


1987 

1986 

1985 

Accelerated depreciation 

Timing of employee benefit 

$ 7.1 

$ 16.1 

$ 13.1 

deductions 

19.4 

17.0 


Accrued liabilities 

(10.2) 

(19.9) 

(10.8) 

Restructuring costs 

Gain on Midwestern Division 

2.1 

(8.0) 


transaction 

Provision for disposition 

5.5 



of property 



(20.9) 

Other 

.5 

2.2 

2.5 


$24.4 

$ 7.4 

$(16.1) 

A reconciliation of the statutory federal income to rate to the 

effective tax rate is: 





1987 

1986 

1985 

Statutory federal income 




tax rate 

39.0% 

46.0% 

46.0% 

State income taxes, net of 




federal income to benefit 

5.3 

4.8 

4.0 

Restructuring costs 


2.6 


Tax credits, net 


0 - 5 ) 

(10.5) 

Capital gain benefit 

(-3) 

(-8) 

(5.1) 

Other 

.8 

.1 

3.3 

Effective tax rate 

44.8% 

51.2% 

37.7% 


The Tax Reform Act of 1986 was enacted into law in October 
1986. The principal effect on the Company was to repeal retroactive 
to January 1,1986 the investment tax credit and, beginning in 1987, 
to reduce the statutory tax rate. 

In December 1987, the Financial Accounting Standards Board 
issued Statement of Financial Accounting Standards (SFAS) No. 96, 
“Accounting for Income Taxes,” which requires the liability method 
for computing deferred income taxes. The Company currently in¬ 
tends to adopt SFAS No. 96 prospectively in 1989. Adoption of the 
new statement is not expected to have a significant effect on the 
Company’s financial position or results of operations. 

NOTE 10. STOCKHOLDERS’ EQUITY 

Authorized Capital and Voting Restrictions 

The Company’s authorized capital consists of two hundred million 
common shares of $.01 par value of which 38,648,016 shares were 
outstanding at January 31,1988, one hundred thousand preferred 
shares of $.01 par value which are unissued, and five million prefer¬ 
ence shares of $.01 par value which are unissued. 

The Company’s Restated Certificate of Incorporation includes a 
provision restricting the voting rights of any stockholder beneficially 
owning more than ten percent of the outstanding shares. This provi¬ 
sion, which expires in December 1988, limits each share so held in 
excess of ten percent to one one-hundredth of a vote and limits the 
aggregate vote of such a stockholder to 15 percent of the total votes. 

During 1986, an aggregate of 225,641 preference shares, with a 
redemption value of $100 per share, were converted into approxi¬ 
mately 1.2 million common shares. The remaining 7,000 preference 
shares were redeemed at $50 per share. 


Common Share Purchase Rights 

In August 1986, the Board declared a dividend of one Common 
Share Purchase Right on each common share outstanding. Under 
certain conditions, the Rights would have become exercisable for 
the purchase of shares of Lucky or of the surviving company in 
a merger with Lucky. In April 1987, the Company redeemed the 
Rights for $.05 per Right. 

NOTE 1L EMPLOYEE BENEFIT PLANS 

Stock Options 

Stock option plans for employees were approved by the stockhold¬ 
ers in 1978,1982 and 1986. Options have been granted under the 
plans to purchase shares at prices not less than the fair market 
value at date of grant. Under the plans, options for 6,000,000 shares 
of common stock may be granted. The plans permit granting incen¬ 
tive stock options (ISO’s) and nonstatutory stock options (NSO’s). 
Options are exercisable at such times and in such instalments as 
the Management Review and Compensation Committee of the 
Board of Directors determines. Options outstanding at January 31, 
1988 generally become exercisable in equal annual instalments over 
two to four years. The option price of the shares may not be less 
than the fair market value at the date of grant in the case of ISO’s 
and not less than 85 percent of that value in the case of NSO’s. 
Options expire at such time as the Committee determines, but in 
the case of ISO’s no later than ten years from the grant date. Under 
the 1978 stock option plan, no additional options can be granted 
after April 30,1988, the expiration date. 


Stock option activity consisted of: 



Shares 

Price Per Share 

Amount 

Balance at 

February 1,1987 

1,332,577 

$10.47—$25.28 

$23,807,000 

Options granted 

508,426 

$21.50—$31.75 

12,149,000 

Options exercised 
or settled 

(188,188) 

$ 10.47—$23.84 

(2,791,000) 

Options cancelled 

(369,942) 

$10.47—$23.84 

(7,129,000) 

Balance at 

January 31,1988 

1,282,872 

$10.47—$31.75 

$26,036,000 

Options exercisable at 
January 31,1988 

415,027 

$10.47—$25.28 

$ 7,405,000 

Shares available 
for grant at 

January 31,1988 

3,605,564 




As a result of the distribution of the Hancock shares (see Note 4), 
an anti-dilution adjustment was made to the exercise prices per 
share and the number of options outstanding at February 1,1987. 


Retirement Plans 

Substantially all employees are covered by trusteed, noncontribu¬ 
tory Company retirement plans or by various multi-employer retire¬ 
ment plans under collective bargaining agreements. The Company’s 
defined benefit plans covering salaried employees, hourly employees 
and certain union members generally provide benefits that are 
based on the employee’s compensation during years of service. The 
Company’s policy is to fund the net periodic pension costs by contri¬ 
butions to the respective plans each year. 
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Pension (benefit) expense was $(.l) million in 1987, $.5 million 
in 1986 and $4.1 million in 1985. Effective February 3,1986, the 
Company adopted the provisions of Statement of Financial Account- 
ing Standards (SFAS) No. 87, “Employers’ Accounting for Pensions.” 
Primarily because the Company’s pension plans were over funded, 
the adoption of SFAS No. 87 reduced the 1986 net periodic pension 
expense by $7.0 million for the Lucky Stores, Inc. retirement plan. 
This plan includes Lucky employees as well as former Gemco 
employees who are vested in the plan. 


Net periodic pension (benefit) cost for 1987 and 1986 includes 
the following benefit and cost components based on actuarial valua¬ 
tions for the years ended December 31 (in millions): 



1987 

1986 

Actual return on plan assets 

$(11.5) 

$(17.8) 

Amortization of unrecognized net 

transition asset 

(2.3) 

(2.3) 

Service cost 

4.5 

4.9 

Interest cost 

7.1 

6.3 

Deferral of investment gains in excess 

of expected returns 

1.8 

9.1 

Amortization of unrecognized prior 

service cost 

.3 

.3 

Net periodic pension (benefit) cost 

$ (.1) 

$ .5 


The funded status of the defined benefit plans based on actuar¬ 
ial valuations as of the measurement dates of December 31 are 
(in millions): 


1987 1986 


Plan assets at market value 

Actuarial present value of projected 

$128.8 

$124.3 

benefit obligation 

96.9 

98.2 

Funded status 

31.9 

26.1 

Unrecognized net transition asset 

(30,1) 

(31.9) 

Unrecognized net (gain) loss 

(6.2) 

1.9 

Unrecognized prior service cost 

3.2 

3.9 

Accrued pension cost 

$ (1.2) 

$ - 


At December 31,1987 and 1986, the actuarial present value of 
the Company’s vested benefit obligation was $84.5 million and $84,4 
million, respectively, and the actuarial present value of the Com¬ 
pany’s accumulated benefit obligation was $92.5 million and $97.1 
million, respectively. 

Actuarial assumptions used to develop the periodic pension 


(benefit) cost were: 

1987 _1986 

Discount rate 7.5% 8.0% 

Rate of increase in 

compensation levels 6.0% 6.0% 

Expected long-term rate 

of return on assets 8.0% 8.0% 


For the valuation of pension obligations as of the end of 1987 and 
1986, the discount rates used were 8.0% and 7.5%, respectively The 
unrecognized net transition asset is being amortized over 15 years 
beginning in 1986. 

The Company participates in various multi-employer plans. The 
plans provide defined benefits to substantially all unionized work¬ 
ers. Amounts charged to pension cost under various union plans 
totaled $53.3 million in 1987, $49.4 million in 1986 and $47.9 million 
in 1985, 

In addition to pension benefits, the Company provides certain 
health care and life insurance benefits for retired employees. The 
costs of retiree health and life insurance benefits, which were not 
significant in 1987,1986 and 1985, are recognized as expense as 
claims are reported. 

Incentive Compensation Plans 

The Company has incentive compensation plans for store manage¬ 
ment and other management personnel covering approximately 
1,200 employees. The aggregate provision under the plans was $8.2 
million in 1987, $6.7 million in 1986, and $5.5 million in 1985. 

VEBA 

Tax-deductible contributions to Voluntary Employees’ Beneficiary 
Association (VEBA) trusts, which were established in 1987 for pay¬ 
ment of certain employee health care benefits, are presented as 
“Prepaid employee benefits” in the Consolidated Balance Sheet. 

NOTE 12. LITIGATION 

Legal proceedings have been brought against the Company for sub¬ 
stantial damages and for certain other matters. Management be¬ 
lieves that the charges made against the Company in these pending 
cases are not justified and that it is unlikely that these lawsuits will 
have a material effect on the financial condition of the Company. 

NOTE 13. SUBSEQUENT EVENTS 

Tender Offer 

On March 28,1988, a wholly owned subsidiary of American Stores 
Company commenced a $45 per share cash tender offer for all out¬ 
standing shares of the Company’s common stock. Subsequently, 
American Stores notified the Company that it was prepared to 
increase the price offered to $50 per share under certain condi¬ 
tions. The Company’s Board of Directors has unanimously deter¬ 
mined that the offer and the proposal are inadequate and not in the 
best interests of the Company and its stockholders. Management 
has been authorized to pursue alternative transactions intended to 
provide greater value to stockholders. 

In connection with the American Stores offer, litigation by Ameri¬ 
can Stores and certain stockholders of the Company is pending 
against the Company and the Board of Directors alleging, among 
other things, breach of fiduciary duties in failing to negotiate with 
American Stores. Management believes that the charges made in 
these pending cases are not justified and that it is unlikely that 
these lawsuits will have a material effect on the financial condition 
of the Company. 














Employee Benefit Plans 

On March 28, 1988, the Board adopted various amendments to the 
Company’s retirement plan, effective January i, 1988, including a 
change in the vesting period from ten to five years of service. A 
committee of the Board adopted amendments to outstanding stock 
options granted under the 1978 and 1982 stock option plans provid¬ 
ing for acceleration of the exercisability of such options upon the 
occurrence of certain events related to a potential change in con¬ 
trol of the Company. These amendments conformed these options in 
this respect to those granted under the 1986 stock option plan. All 
outstanding stock options became fully exercisable upon the com¬ 
mencement of the American Stores tender offer. 


Warrant Dividend Plan 

On April 7,1988, the Board adopted a Warrant Dividend Plan and 
declared a dividend of one Right for each outstanding share of com¬ 
mon stock, payable to stockholders of record at the close of busi¬ 
ness on April 18,1988. Under certain circumstances, the Rights 
would be exercisable for the purchase of a share of Lucky common 
stock for $140. If a tender offer were made and concluded without 
approval of the Board, the Rights would allow the holder to pur¬ 
chase $280 in value of Lucky common stock for $140, and would 
provide certain similar dilutive effects if certain events such as a 
merger or other business combination not approved by the Board 
were to occur. 


UEPOKTS 


REPORT (If INDEPENDENT AtTIHfNTANTS 


Tb the Board of Directors and Stockholders 
of Lucky Stores, Inc. 


In our opinion, the accompanying consolidated balance sheet and 
the related consolidated statements of earnings, stockholders’ 
equity and changes in financial position present fairly the financial 
position of Lucky Stores, Inc. and its subsidiaries at January 31, 

1988 and February 1,1987, and the results of their operations and 
the changes in their financial position for each of the three years in 
the period ended January 31,1988, in conformity with generally 
accepted accounting principles consistently applied during the 
period except for the change, with which we concur, in the method 
of determining the costs of inventories as described in Note 3 to the 
consolidated financial statements. Our examinations of these state¬ 
ments were made in accordance with generally accepted auditing 
standards and accordingly included such tests of the accounting 
records and such other auditing procedures as we considered nec¬ 
essary in the circumstances. 






San Francisco, California 
March 18,1988, except as to Note 13, 
which is as of April 20,1988 


JtmMT m MANAGEMENT HW7 


Lucky management has prepared the consolidated financial state¬ 
ments and is responsible for the integrity of the information in them, 
as well as for the other information in the annual report. We believe 
that the statements conform with generally accepted accounting 
principles appropriate to our business. The statements are based 
on our best judgments and estimates where required. 

In fulfilling our responsibilities for the integrity of financial infor¬ 
mation and for safeguarding assets, we rely upon a system of inter¬ 
nal controls designed to provide reasonable assurance that our rec¬ 
ords accurately reflect our business transactions and that these 
transactions are in accordance with management’s authorization. 
Our system of control includes careful selection and development of 
people, written policies and procedures, a clearly defined organiza¬ 
tional structure, and responsibility reporting with strong budgetary 
controls. These are supplemented by an internal audit staff which 
evaluates and reports to management on the adequacy of the rec¬ 
ords and the effectiveness of the controls. 

The financial statements have been examined by Price Water- 
house, independent accountants appointed by the Board of Direc¬ 
tors upon the recommendation of its Audit Committee. Their 
examination provides an independent review of management’s 
discharge of its responsibilities for reporting Lucky’s financial 
condition and results of operations. 

The Board of Directors monitors our internal controls through an 
Audit Committee composed entirely of directors who are not officers 
or employees of Lucky. The independent accountants as well as the 
internal auditors have complete and free access to the Audit Com¬ 
mittee, and the Committee meets periodically with them and with 
financial management to ensure that each group is properly dis¬ 
charging its responsibilities. 



John M. Lillie 
Chairman of the Board and 
Chief Executive Officer 



Senior Vice President and 
Chief Financial Officer 



SELECTED QUARTERLY FINANCIAL DATA (UNAUDITED) 


(in millions, except per share amounts) Quarter 



First 

Second 

Third 

Fourth 

1987 





Sales 

$1,754.1 

$1,753.2 

$1,765.1 

$1,652.4 

Gross margin 

439.9 

437.6 

435.7 

417.0 

Earnings from continuing operations' 

30.3 

25.8 

25.0 

38.3 

Earnings from discontinued operations 

22.1 

4.3 



Cumulative effect on prior years of accounting change 3 

5.9 




Net earnings 

m 

30.1 

25.0 

38.3 

Earnings per common share 3 





Continuing operations 

$ .79 

$ .67 

$ .65 

$ .99 

Discontinued operations 

.57 

.11 



Cumulative effect on prior years of accounting change 2 

.15 




Net earnings 

$ LSI 

$ .78 

$ .65 

$ .99 

Cash dividends per common share 

Common stock price (NYSE) 

$ .125 

$ .125 

$ .125 

$ .125 

High 

31% 

34% 

35% 

28% 

Low 

26% 

25% 

21% 

21% 

1936 





Sales 

$1,564.9 

$1,545.5 

$1,567.3 

$1,763.2 

Gross margin 

364.9 

360.8 

371.0 

427.0 

Earnings from continuing operations 

20.1 

15.7 

10.7 

3.2 

Earnings (loss) from discontinued operations 

1.0 

(-1) 

.5 

182.1 

Extraordinary item 




(7.3) 

Net earnings 

21.1 

15.6 

11.2 

178.0 

Earnings per common share 3 





Continuing operations 

$ .39 

$ .30 

$ .20 

$ .07 

Discontinued operations 

.02 


.01 

3.91 

Extraordinary item 




(.16) 

Net earnings 

$ .41 

$ .30 

$ .21 

$ 3.82 

Cash dividends per common share 

Common stock price (NYSE) 

$ .29 

$ .29 

$ .29 

$ 

High 

28 

31 

37% 

35 

Low 

24 

24% 

23% 

25% 


1 Earnings front continuing operations in the fourth quarter of 1987 included a benefit of $13 million from the effect on 1987 earnings <ff a refinement in the method of determining inventory costs « 

See Note S in Notes to Consolidated Financial Statements. 

2 See Note 3 in Notes to Consolidated Financial Statements. 

% Per share amounts based on average shares outstanding during each quarter may not add to total for the year 

















FIVE-YEAR SUMMARY 



1987 

1986 

1985 

1984 

1983 

(dollars in thousands except per share amounts) 

(52 weeks) 

(52 weeks) 

(52 weeks) 

(53 weeks) 

(52 weeks) 

Sales* 

$6,924,783 

$6,440,871 

$6,225,265 

$6,206,594 

$5,544,856 

Percentage increase over prior year** 

7.5 

3.5 

.3 

11.9 

6.9 

Average annual sales per store 

Earnings 

12,410 

11,163 

10,445 

10,396 

9,849 

Earnings from continuing operations before 






income taxes 

$ 216,061 

$ 101,791 

$ 78,108 

$ 119,774 

$ 101,708 

Provision for income taxes 

96,701 

52,097 

29,458 

52,880 

46,432 

Earnings from continuing operations*** 

119,360 

49,694 

48,650 

(27.3) 

66,894 

55,276 

Percentage increase (decrease) from prior year 

As a percent of average common 

140.2 

2.1 

21.0 

1.8 


stockholders’ equity 

39.8 

10.7 

7.2 

11.1 

9.8 

As a percent of sales 

Earnings from discontinued operations, 

1.7 

.8 

.8 

1.1 

1.0 

net of income taxes 

26,420 

183,561 

37,876 

27,737 

50,124 

Extraordinary charge 

Cumulative effect on prior years of accounting change 

5,907 

(7,315) 




Net earnings 

Earnings per common share 

151,687 

225,940 

86,526 

94,631 

105,400 

Prom continuing operations 

$ 3.09 

$ .97 

$ .92 

$ 1.29 

$ 1.06 

Net earnings 

3.93 

4.47 

1.67 

1.84 

2.05 

Dividends 






Tbtal cash dividends paid on preference shares 

$ 

$ 942 

$ 1,368 

$ 1,370 

$ 1,372 

Ibtal cash dividends paid on common shares 

19,290 

44,671 

59,130 

58,944 

58,814 

Distribution of Hancock Fabrics, Inc. shares 

Dividends paid per common share: 

79,166 





In cash 

.50 

.87 

1.16 

1.16 

1.16 

Percentage of primary earnings per share 

12.7 

19.5 

69.5 

63.0 

56.6 

Stockholders 






Number of common stockholders of record 

27,045 

25,070 

31,093 

33,391 

33,284 

Number of common shares outstanding 

38,648,016 

38,442,129 

51,043,348 

50,850,678 

50,739,660 

Price range of common shares on NYSE 

Other information 

$35.38-21.50 

$37.75-23.75 

$26.00-18.13 

$19.38-15.38 

$25.25-16.62 

Ibtal assets 

$1,287,867 

$1,551,671 

$1,932,460 

$1,801,759 

$1,713,206 

Current assets 

489,910 

564,050 

913,115 

898,361 

973,548 

Current liabilities 

588,680 

730,200 

742,490 

677,358 

657,684 

Long-term debt 

117,290 

285,524 

239,701 

231,903 

224,453 

Long-term capital lease obligations 

51,107 

73,425 

140,066 

152,466 

155,010 

Redeemable preference shares 

Common stockholders’ equity: 



19,861 

17,400 

17,450 

Tbtal 

327,330 

272,089 

636,362 

609,442 

573,619 

Per share 

8.47 

7.08 

12.47 

11.98 

11.31 

Capital expenditures**** 

153,244 

195,819 

206,128 

156,262 

94,686 

Increase (decrease) in properly under construction 

(21,759) 

(1,545) 

(26,756) 

25,663 

(12,2851 

Depreciation and amortization* 

93,338 

85,701 

77,509 

63,871 

54,994 

Inventories 

327,250 

323,664 

793,193 

688,520 

702,383 

Interest expense, net* 

27,226 

29,659 

23,501 

19,113 

16,258 

LIFO charge for the year* 

4,392 

8,000 

6,700 

6,500 

5,000 

Thx credits* 


1,600 

8,200 

7,500 

5,700 

Income taxes—percent of pretax earnings* 

44.8 

51.2 

37.7 

44.1 

45.7 

Number of employees 

39,000 

44,000 

68,000 

67,000 

65,000 


* Continuing operations . 

"For 1987, the percentage increase in sales exclusive o f the Midwestern Division urns 13.8 percent 

***1987 earnings included an after tax gain of $8A million from the transfer of the Midwestern Division assets to a limited partnership; 1986 earnings included $15,9 million of after tax non¬ 
recurring restructuring costs; 1985 earnings included an after tax gain of $13.0 million from ike sale of certain food stores, after tax costs of $6.6 million related to the closing of fifteen food 
stores and after tax costs of $15.0 million related to the disposition of two warehouses, as well as additional costs incurred from a labor strike in Southern California, 

" "Reflects continuing operations and does not include capital leases or the net present value of operating teases . 
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